Kern’s Bakery of Virginia, Inc. v. Commissioner, 72 T. C. 544 (1979)

A net operating loss carryover is reduced after a corporate reorganization unless the
transferor and acquiring corporations are owned substantially by the same persons
in the same proportion immediately before the reorganization.

Summary

In Kern’s Bakery of Virginia, Inc. v. Commissioner, the Tax Court held that the
petitioner’s net operating loss carryover was subject to a 50% reduction under IRC
Section 382(b) following a corporate reorganization. The case involved three
corporations owned by two families, the Greers and Browns, which merged into a
single entity. The key issue was whether the exception under Section 382(b)(3)
applied, which would have allowed full carryover if the corporations were owned
substantially by the same persons in the same proportion. The court found
significant variations in individual stock ownership among the corporations, thus not
meeting the statutory requirement for the exception, and upheld the reduction.

Facts

Before July 31, 1966, Kern’s Bakery of Virginia, Inc. (the petitioner), Kern’s Bakery,
Inc. , and Brown, Greer Co. were owned by the Greer and Brown families, with each
family owning 50% of each corporation’s stock. On July 31, 1966, these corporations
merged into a single entity, Kern’s Bakery of Virginia, Inc. , with the stock
ownership remaining split 50-50 between the two families. Prior to the merger,
Kern’s Bakery of Virginia, Inc. had an unused net operating loss of $558,026. 58,
while the other two corporations had no such losses. The IRS determined that the
net operating loss carryover should be reduced by 50% under Section 382(b)
because the shareholders of the loss corporation received only 10% of the acquiring
corporation’s stock.

Procedural History

The IRS determined deficiencies in the petitioner’s federal income tax for the years
1968 to 1970, asserting that the net operating loss carryover should be reduced by
50%. The petitioner challenged this determination, leading to the case being heard
by the United States Tax Court. The court’s decision was based on the interpretation
of Section 382(b) and whether the exception under Section 382(b)(3) applied.

Issue(s)

1. Whether the transferor corporations and the acquiring corporation were owned
substantially by the same persons in the same proportion immediately before the
reorganization, thus qualifying for the exception under Section 382(b)(3).

Holding
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1. No, because the court found significant variations in individual stock ownership
among the corporations, failing to meet the statutory requirement for the exception
under Section 382(b)(3).

Court’s Reasoning

The court applied Section 382(b), which mandates a reduction in net operating loss
carryovers unless the transferor and acquiring corporations are owned substantially
by the same persons in the same proportion. The court examined the stock
ownership of each individual shareholder in the pre- and post-reorganization
corporations and found substantial differences. For instance, many shareholders of
the transferor corporations had no interest in the acquiring corporation, and vice
versa. The court rejected the petitioner’s argument that the attribution rules under
Section 318 should be used to determine ownership, emphasizing that these rules do
not apply to Section 382(b)(3). The court also relied on the examples in the
regulations and prior case law, such as Commonwealth Container Corp. v.
Commissioner, to support its interpretation that the ownership patterns did not
meet the statutory criteria for the exception.

Practical Implications

This decision underscores the importance of precise ownership analysis in corporate
reorganizations involving net operating loss carryovers. Practitioners must carefully
assess the ownership of both transferor and acquiring corporations to determine if
the Section 382(b)(3) exception applies. The ruling highlights that even if overall
family ownership remains the same, significant variations in individual stock
ownership can disqualify the exception. This case has influenced subsequent tax
planning and litigation, emphasizing the need for clear, objective tests to determine
the applicability of tax code provisions. Later cases and IRS guidance have further
refined these principles, affecting how businesses structure reorganizations to
maximize tax benefits from net operating losses.
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